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upon the occurrence of an unforeseeable
emergency.

Example (4). Under an eligible plan of
which individual D is a participant, normal
retirement age is age 65 at which time pay-
ments must begin. Payments may begin ear-
lier upon a separation from the service.
Under the plan, a participant who separates
from the service before age 65 or the partici-
pant’s beneficiary (if the separation is due to
the participant’s death) may elect to defer
the distribution of the amounts deferred
until the year in which the participant at-
tains or would have attained age 65. This
election may be made only prior to the time
any payments commence and once made may
not be revoked. If such an election is made,
the participant, former participant, or
beneficary need not elect the method of pay-
ment, or if one is elected may change the
method elected, until the date 30 days pre-
ceding the date upon which payments are to
commence. No amount is considered made
available by reason of D’s right to defer the
distribution of the amounts deferred until
age 65, nor on account of D’s right to delay
the election of the method of payout. Simi-
larly, if D dies at age 60, no amount is con-
sidered made available to D’s beneficiary by
reason of the beneficiary’s right to defer the
distribution of the amounts deferred until
the year in which D would have attained age
65, nor on account of the beneficiary’s right
to delay the election of the method of pay-
out.

Example (5). Under an eligible plan of
which individual E is a participant, the max-
imum that may be deferred in any taxable
year is 331⁄3% of includible compensation, not
to exceed $7,500. The plan does not provide
for a catch-up deferral under section
457(b)(3). In one taxable year, E elects to
have amounts deferred in excess of the limi-
tation provided for under the plan. The
amounts deferred in excess of the limitation
will be considered to have been made avail-
able to E in the taxable year in which de-
ferred.

Example (6). Assume the same facts as in
example (5), except that E’s employer also
contributes amounts for the purchase of an
annuity contract under section 403(b). In one
taxable year, E has amounts contributed for
the annuity within the limitations of section
403(b)(2), and also has amounts deferred
under the eligible plan for the same year.
The aggregate of the amounts contributed
for the annuity contract and the amounts
deferred under the plan exceed the deferral
limitations under the plan. The excess defer-
rals will be considered made available to E
in the year in which the amounts were de-
ferred.

Example (7). Under an eligible plan of which
F is a participant, amounts deferred have
been invested in a money market investment
fund. The plan then transfers the amounts

deferred to a life insurance company for the
purchase of life insurance contracts as an in-
vestment medium. However, the entity spon-
soring the plan (1) retains all of the incidents
of ownership of the contracts, (2) is the sole
beneficiary under the contracts, and (3) is
under no obligation to transfer the contracts
or to pass through the proceeds of the con-
tracts to any participant or a beneficiary of
any participant. The movement of the
amounts deferred to the life insurance com-
pany (whether or not made at the request of
any plan participant) will not be considered
to make the amounts available to the plan’s
participants. The cost of current life insur-
ance protection under the life insurance con-
tracts will not be considered made available
to the plan’s participants.

(c) Life insurance proceeds and death
benefits paid under eligible plan. No
amount received or made available
under an eligible plan is excludable
from gross income under section 101(a)
(relating to life insurance contracts) or
section 101(b) (relating to employees’
death benefits).

(d) Definitions. For purposes of
§§ 1.457–1 through 1.457–4:

(1) Participant. ‘‘Participant’’ means
an individual who is eligible under
§ 1.457–2(d) to defer compensation under
the plan.

(2) Beneficiary. ‘‘Beneficiary’’ means
a beneficiary of a participant, a par-
ticipant’s estate, or any other person
whose interest in the plan is derived
from the participant.

(3) Amounts deferred. ‘‘Amount(s) de-
ferred’’ under an eligible plan means
compensation deferred under the plan,
plus income attributable to compensa-
tion so deferred. Income attributable
to compensation deferred under an eli-
gible plan includes gain from the dis-
position of property. The term
‘‘amounts deferred’’ includes amounts
deferred in taxable years beginning be-
fore January 1, 1979, if such amounts
were deferred under a plan described in
§ 1.457–2(b), and such amounts were
made a part of an eligible plan.

[T.D. 7836, 47 FR 42337, Sept. 27, 1982]

§ 1.457–2 Eligible State deferred com-
pensation plan defined.

(a) In general. For purposes of §§ 1.457–
1 through 1.457–4, an ‘‘eligible State de-
ferred compensation plan’’ (sometimes
referred to as ‘‘eligible plan’’) is a plan
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satisfying the requirements of para-
graphs (c) through (k) of this section.

(b) Plan. For purposes of this section
and § 1.457–3, the term ‘‘plan’’ includes
any agreement or arrangement be-
tween a State (within the meaning of
paragraph (c) of this section) and a par-
ticipant or participants, under which
the payment of compensation is de-
ferred, but only if such agreement or
arrangement is not described in § 1.457–
3(b).

(c) State. The plan must be estab-
lished and maintained by a State. For
this purpose, the term ‘‘State’’ in-
cludes:

(1) The 50 states of the United States
and the District of Columbia;

(2) A political subdivision of a State;
(3) Any agency or instrumentality of

a State or political subdivision of a
State;

(4) An organization that is exempt
from tax under section 501(a) and en-
gaged primarily in providing electrical
service on a mutual or cooperative
basis; and

(5) An organization that is described
in section 501(c)(4) or (6) and exempt
from tax under section 501(a) and at
least 80% of the members of which are
organizations described in subpara-
graph (4).

Where it appears in this § 1.457–2, the
term ‘‘State’’ means the entity de-
scribed in this paragraph (c) that spon-
sors the plan.

(d) Participants. The plan must pro-
vide that only individuals who perform
services for the State, either as an em-
ployee of the State or as an independ-
ent contractor, may defer compensa-
tion under the plan.

(e) Maximum deferrals—(1) In general.
The plan must provide that the amount
of compensation that may be deferred
under the plan for a taxable year of a
participant shall not exceed an amount
specifed in the plan (the ‘‘plan ceil-
ing’’). Except as described in paragraph
(f) of this section, a plan ceiling shall
not exceed the lesser of:

(i) $7,500, or
(ii) 331⁄3% of the participant’s includ-

ible compensation for the taxable year,
reduced by any amount excludable
from the participant’s gross income for
the taxable year under section 403(b) on

account of contributions made by the
State.

(2) Includible compensation. For pur-
poses of this section, a participant’s in-
cludible compensation for a taxable
year includes only compensation from
the State that is attributable to serv-
ices performed for the State and that is
includible in the participant’s gross in-
come for the taxable year. Accordingly,
a participant’s includible compensa-
tion for a taxable year does not include
an amount payable by the State that is
excludable from the employee’s gross
income under section 457(a) and § 1.457–
1 or under section 403(b) (relating to
annuity contracts purchased by section
501(c)(3) organizations or public
schools), section 105(d) (relating to
wage continuation plans) or section 911
(relating to citizens or residents of the
United States living abroad). A partici-
pant’s includible compensation for a
taxable year is determined without re-
gard to any community property laws.

(3) Compensation taken into account at
its present value. For purposes of sub-
paragraph (1) of this paragraph, com-
pensation deferred under a plan shall
be taken into account at its value in
the plan year in which deferred. How-
ever, if the compensation deferred is
subject to a substantial risk of forfeit-
ure (as defined in section 457(e)(3)),
such compensation shall be taken into
account at its value in the plan year in
which such compensation is no longer
subject to a substantial risk of forfeit-
ure.

(f) Limited catch-up—(1) In general.
The plan may provide that, for 1 or
more of the participant’s last 3 taxable
years ending before the participant at-
tains normal retirement age, the plan
ceiling is an amount not in excess of
the lesser of:

(i) $15,000, reduced by any amount ex-
cludable from the participant’s gross
income for the taxable year under sec-
tion 403(b) on account of contributions
made by the State, or

(ii) The amount determined under
subparagraph (2) of this paragraph.

(2) Underutilized limitations. The
amount determined under this subpara-
graph (2) is the sum of:

(i) The plan ceiling established under
paragraph (e)(1) of this section for the
taxable year, plus
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(ii) The plan ceiling established
under paragraph (e)(1) of this section
for any prior taxable year or years, less
the amount of compensation deferred
under the plan for such prior taxable
year or years.
A prior taxable year shall be taken
into account under subdivision (ii) of
this subparagraph (2) only if (A) it be-
gins after December 31, 1978, (B) the
participant was eligible to participate
in the plan during all or any portion of
the taxable year, and (C) compensation
deferred (if any) under the plan during
the taxable year was subject to a plan
ceiling established under paragraph
(e)(1) of this section. A participant will
be considered eligible to participate in
the plan for a taxable year if the par-
ticipant is described in paragraph (d) of
this section for any part of that tax-
able year. A prior taxable year includes
a taxable year in which the participant
was eligible to participate in an eligi-
ble plan sponsored by a different en-
tity, provided that the entities spon-
soring the plans are located within the
same State as that term is used in
§ 1.457–2(c)(1).

(3) Restriction on limited catch-up. The
plan shall not provide that a partici-
pant may elect to have the limited
catch-up provision of this paragraph (f)
apply more than once, whether or not
the limited catch-up is utilized in less
than all of the three taxable years end-
ing before the participant attains nor-
mal retirement age, and whether or not
the participant or former participant
rejoins the plan or participates in an-
other eligible plan after retirement.
For example, if the participant elects
to utilize the limited catch-up only for
the one taxable year ending before nor-
mal retirement age, and, after retire-
ment at that age, the participant ren-
ders services for the State as an inde-
pendent contractor or otherwise, the
plan may not provide that the partici-
pant may utilize the limited catch-up
for any of the taxable years subsequent
to retirement.

(4) Normal retirement age. For pur-
poses of this paragraph (f), normal re-
tirement age may be specified in the
plan. If no normal retirement age is
specified in the plan, then the normal
retirement age is the later of the latest
normal retirement age specified in the

basic pension plan of the State, or age
65. A plan may define normal retire-
ment age as any range of ages ending
no later than age 701⁄2 and beginning no
earlier than the earliest age at which
the participant has the right to retire
under the State’s basic pension plan
without consent of the State and to re-
ceive immediate retirement benefits
without actuarial or similar reduction
because of retirement before some
later specified age in the State’s basic
pension plan. The plan may further
provide that in the case of a partici-
pant who continues to work beyond the
ages specified in the preceding two sen-
tences, the normal retirement age shall
be that date or age designated by the
participant, but such date or age shall
not be later than the mandatory retire-
ment age provided by the State, or the
date or age at which the participant
separates from the service with the
State.

(g) Agreement for deferral. The plan
must provide that, in general, com-
pensation is to be deferred for any cal-
endar month only if an agreement pro-
viding for such deferral has been en-
tered into before the first day of the
month. However, a plan may provide
that, with respect to a new employee,
compensation is to be deferred for the
calendar month during which the par-
ticipant first becomes an employee, if
an agreement providing for such defer-
ral is entered into on or before the first
day on which the participant becomes
an employee.

(h) Payments under the plan—(1) In
general. The plan may not provide that
amounts payable under the plan will be
paid or made available to a participant
or beneficiary before the participant
separates from service with the State,
or, if the plan provides for payment in
the case of an unforeseeable emer-
gency, before the participant incurs an
unforeseeable emergency.

(2) Separation from service; general
rule. An employee is separated from
service with the State if there is a sep-
aration from the service within the
meaning of section 402(e)(4)(A)(iii), re-
lating to lump sum distributions, and
on account of the participant’s death
or retirement.

VerDate 09<APR>98 23:52 Apr 15, 1998 Jkt 004900 PO 00000 Frm 00178 Fmt 8010 Sfmt 8010 Y:\SGML\179089.TXT 179089-3



183

Internal Revenue Service, Treasury § 1.457–2

(3) Separation from service; independent
contractor—(i) In general. An independ-
ent contractor is considered separated
from service with the State upon the
expiration of the contract (or in the
case of more than one contract, all
contracts) under which services are
performed for the State, if the expira-
tion constitutes a good-faith and com-
plete termination of the contractual
relationship. An expiration will not
constitute a good faith and complete
termination of the contractual rela-
tionship if the State anticipates a re-
newal of a contractual relationship or
the independent contractor becoming
an employee. For this purpose, a State
is considered to anticipate the renewal
of the contractual relationship with an
independent contractor if it intends to
again contract for the services pro-
vided under the expired contract, and
neither the State nor the independent
contractor has eliminated the inde-
pendent contractor as a possible pro-
vider of services under any such new
contract. Further, a State is consid-
ered to intend to again contract for the
services provided under an expired con-
tract, if the State’s doing so is condi-
tioned only upon the State’s incurring
a need for the services, or the avail-
ability of funds or both.

(ii) Special rule. Notwithstanding sub-
division (i), if, with respect to amounts
payable to a participant who is an
independent contractor, a plan pro-
vides that—

(A) No amount shall be paid to the
participant before a date at least 12
months after the day on which the con-
tract expires under which services are
performed for the State (or, in the case
of more than one contract, all such
contracts expire), and

(B) No amount payable to the partici-
pant on that date shall be paid to the
participant if, after the expiration of
the contract (or contracts) and before
that date, the participant performs
services for the State as an independ-
ent contractor or an employee,

the plan is considered to satisfy the re-
quirement described in subparagraph
(1) that no amounts payable under the
plan will be paid or made available to
the participant before the participant
separates from service with the State.

(4) Unforeseeable emergency. For pur-
poses of this paragraph (h), an unfore-
seeable emergency is, and if the plan
provides for payment in the case of an
unforeseeable emergency must be de-
fined in the plan as, severe financial
hardship to the participant resulting
from a sudden and unexpected illness
or accident of the participant or of a
dependent (as defined in section 152(a))
of the participant, loss of the partici-
pant’s property due to casualty, or
other similar extraordinary and un-
foreseeable circumstances arising as a
result of events beyond the control of
the participant. The circumstances
that will constitute an unforeseeable
emergency will depend upon the facts
of each case, but, in any case, payment
may not be made to the extent that
such hardship is or may be relieved—

(i) Through reimbursement or com-
pensation by insurance or otherwise,

(ii) By liquidation of the partici-
pant’s assets, to the extent the liquida-
tion of such assets would not itself
cause severe financial hardship, or

(iii) By cessation of deferrals under
the plan.

Examples of what are not considered to
be unforeseeable emergencies include
the need to send a participant’s child
to college or the desire to purchase a
home.

(5) Emergency withdrawals. Withdraw-
als of amounts because of an unforesee-
able emergency must only be per-
mitted to the extent reasonably needed
to satisfy the emergency need.

(i) Distributions of deferrals—(1) Com-
mencement of distributions. A plan is not
an eligible plan unless under the plan
the payment of amounts deferred will
commence not later than the later of—

(i) 60 days after the close of the plan
year in which the participant or former
participant attains (or would have at-
tained) normal retirement age (within
the meaning of § 1.457–2(f)(4)), or

(ii) 60 days after the close of the plan
year in which the participant separates
from service (within the meaning of
§§ 1.457–2(h) (2) and (3)) with the State.

A plan is not other than an eligible
plan merely because, prior to October
27, 1982, the distribution of amounts de-
ferred under the plan may commence
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no later than the close of the partici-
pant’s taxable year in which the partic-
ipant attains age 701⁄2.

(2) Limitations on distributions. Dis-
tributions must be made primarily for
the benefit of participants (or former
participants). Thus, the schedule se-
lected by the participant for payments
of benefits under the plan must be such
that benefits payable to a beneficiary
are not more than incidental. For ex-
ample, if provision is made for pay-
ment of a portion of the amounts de-
ferred to a beneficiary, the amounts
payable to the participant or former
participant (as determined by use of
the expected return multiples in § 1.72–
9, or, in the case of payments under a
contract issued by an insurance com-
pany, by use of the mortality tables of
such company), must exceed one-half
of the maximum that could have been
payable to the participant if no provi-
sion were made for payment to a bene-
ficiary.

(3) Distributions to beneficiaries. A plan
is not an eligible plan unless the plan
provides that, if the participant dies
before the entire amount deferred is
paid to the participant, the entire
amount deferred (or the remaining part
of such deferrals if payment thereof
has commenced) must be paid to a ben-
eficiary over—

(i) The life of the beneficiary (or any
shorter period), if the beneficiary is the
participant’s surviving spouse, or

(ii) A period not in excess of 15 years,
if the beneficiary is not the partici-
pant’s surviving spouse.

(j) Administration of plan. A plan is
not an eligible plan unless all amounts
deferred under the plan, all property
and rights to property (including rights
as a beneficiary of a contract providing
life insurance protection) purchased
with the amounts, and all income at-
tributable to the amounts, property, or
rights to property, remain (until paid
or made available to the participant or
beneficiary under the plan) solely the
property and rights of the State (with-
out being restricted to the benefits
under the plan) subject to the claims of
the general creditors of the State only.
However, nothing in this paragraph (j)
prohibits a plan’s permitting partici-
pants to direct, from among different

modes under the plan, the investment
of the above amounts (see § 1.457–1(b)).

(k) Plan-to-plan transfers. The plan
may provide for the transfer of
amounts deferred by a former partici-
pant to another eligible plan of which
the former participant has become a
participant if the following conditions
are met—

(1) The entities sponsoring the plans
are located within the same State (as
that term is used in § 1.457–2(c)(1)),

(2) The plan receiving such amounts
provides for the acceptance of the
amounts, and

(3) The plan provides that if the par-
ticipant separates from service in order
to accept employment with another
such entity, payout will not commence
upon separation from service, regard-
less of any other provision of the plan,
and amounts previously deferred will
automatically be transferred.

(l) Effect on plan when not adminis-
tered in accordance with paragraphs (c)
through (k). A plan that is administered
in a manner which is inconsistent with
one or more of the requirements of
paragraphs (c) through (k) of this sec-
tion ceases to be an eligible plan on the
first day of the first plan year begin-
ning more than 180 days after the date
of written notification by the Internal
Revenue Service that the requirements
are not satisfied, unless the inconsist-
ency is corrected before the first day of
that plan year.

(m) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples:

Example 1. A, born on June 1, 1917, is a par-
ticipant in an eligible State deferred com-
pensation plan providing a normal retire-
ment age of 65. The plan provides limitations
on deferrals up to the maximum permitted
under § 1.457–2 (e) and (f).

For 1979, A, who will be 62, is scheduled to
receive a salary of $20,000 from the State. A
desires to defer the maximun amount pos-
sible in 1979. The maximum amount that A
may defer under the plan is the lesser of
$7,500, or 331⁄3% of A’s includible compensa-
tion (generally the equivalent of 25 percent
of gross compensation). Accordingly, the
maximum that A may defer for 1979 is $5,000
[$5,000=$20,000×.25]. Although A’s taxable
year 1979 is one of A’s last 3 taxable years be-
fore the year in which A attains normal re-
tirement age under the plan, A is not able to
utilize the catch-up provisions of § 1.457–2(f)
in 1979 because only taxable years beginning
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after December 31, 1978, may be taken into
account under those provisions.

Example 2. Assume the same facts as in ex-
ample 1. In A’s taxable year 1980, A receives
a salary of $20,000, and elects to defer only
$1,000 under the plan. In A’s taxable year
1981, A again receives a salary of $20,000 and
elects to defer the maximum amount permis-
sible under the plan’s catch-up provisions
prescribed under § 1.457–2(f). The applicable
limit on deferrals under the catch-up provi-
sion is the lesser of $15,000 or the sum of the
normal plan ceiling for 1981, plus any under-
utilized deferrals for any taxable year before
1981. Thus, the maximum amount that A
may defer in 1981 is $9,000, the normal plan
ceiling for 1981, $5,000, plus the under-utilized
deferrals for 1980, $4,000.

Example 3. Assume the same facts as in ex-
amples 1 and 2. In A’s taxable year 1982, the
year in which A will attain age 65, normal
retirement age under the plan, A desires to
defer the maximum amount possible under
the plan. For 1982 the normal limitations of
§ 1.457–2(e) are applicable, and the maximum
amount that A may defer is $5,000, assuming
that A’s salary for 1982 was again $20,000. The
plan’s catch-up provisions prescribed under
§ 1.457–2(f) are not applicable because 1982 is
not a year ending before the year in which A
attains normal retirement age.

[T.D. 7836, 47 FR 42338, Sept. 27, 1982]

§ 1.457–3 Tax treatment of participants
where plan is not an eligible plan.

(a) In general. If a State (within the
meaning of § 1.457–2(c)) provides for a
deferral of compensation (after the ef-
fective date described in paragraph (c))
under any agreement or arrangement
described in § 1.457–2(b) that is not an
eligible plan within the meaning of
§ 1.457–2—

(1) Compensation deferred under the
agreement or arrangement shall be in-
cludible in the gross income of the par-
ticipant of beneficiary for the first tax-
able year in which there is no substan-
tial risk of forfeiture (within the mean-
ing of section 457(e)(3)) of the rights to
such compensation,

(2) Earnings credited on the com-
pensation deferred under the agree-
ment of arrangement shall be includ-
ible in the gross income of the partici-
pant or beneficiary only when paid or
made available, provided that the in-
terest of the participant or beneficiary
in the assets (including amounts de-
ferred under the plan) of the entity
sponsoring the plan is not senior to the
entity’s general creditors, and

(3) Amounts paid or made available
under the plan to a participant or bene-
ficiary shall be taxable to the partici-
pant or beneficiary under section 72,
relating to annuities.

(b) Exceptions. Paragraph (a) does not
apply with respect to—

(1) A plan described in section 401(a)
which includes a trust exempt from tax
under section 501(a),

(2) An annuity plan or contract de-
scribed in section 403,

(3) A qualified bond purchase plan de-
scribed in section 405(a),

(4) That portion of any plan which
consists of a transfer of property de-
scribed in section 83, and

(5) That portion of any plan which
consists of a trust to which section
402(b) applies.

(c) Effective date. This section is ef-
fective for taxable years beginning
after December 31, 1981. For rules appli-
cable in taxable years beginning after
December 31, 1978, and before January
1, 1982, see § 1.457–4.

[T.D. 7836, 47 FR 42341, Sept. 27, 1982; 47 FR
46497, Oct. 19, 1982]

§ 1.457–4 Transitional rules.
(a) In general. Subject to the limita-

tions described in paragraphs (b) and
(c) of this section, amounts deferred
(within the meaning of § 1.457–1(d)(3)) in
taxable years beginning after Decem-
ber 31, 1978, and before January 1, 1982
under a plan described in § 1.457–2(b)
(including an eligible plan within the
meaning of § 1.457–2, but not including a
plan described in section 457(e)(2) and
§ 1.457–3(b)) shall be includible in gross
income only for the taxable year in
which paid or otherwise made available
to the participant or other beneficiary.

(b) General limitation. Except as de-
scribed in paragraph (c) of this section,
and excluding amounts deferred in tax-
able years beginning before January 1,
1979, compensation deferred under one
or more plans described in paragraph
(a) of this section is excludable from a
participant’s gross income under this
section for a taxable year only to the
extent it does not exceed the lesser of—

(1) $7,500, or
(2) 331⁄3% of the participant’s includ-

ible compensation (within the meaning
of § 1.457–2(e)(2)) for the taxable year,
reduced by any amount excludable
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